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Institutions, Fiscal Transfers and Regional
Convergence
This paper revisits the question: Will Eastern Germany become a new Mezzogior-
no? The purpose of this work is to provide fresh economic perspectives on why
the Former DDR has stalled in its convergence with the Old Lander. It builds upon
established analysis that depicts how wages have been allowed to far outstrip
productivity. The term ‘Mezzogiorno’ refers to the transfer dependent southern
region of Italy.
The paper addresses three core issues:
• Chapter One describes the institutional background to German unification whe-
re the economic strategy of the West German government to the New Lander
was one of replication. Evidence is put forward that this institutional mismatch
is at the heart of the region’s problems.
• Chapter Two presents a novel Ricardian model to illustrate how important imba-
lances in the region’s economy may have been compounded by fiscal transfers
and industrial adjustment. Evidence is then provided which suggests that the
post-unification investment support programme can be linked to the collapse of
the tradable sector.
• Chapter Three poses the question: Is the standard neoclassical growth theory
appropriate for analysing East German convergence prospects and, if not, what
is? One possible answer comes from the exciting new field of economic geo-
graphy.
The implications of EU expansion further support the case for revisiting the Mezzo-
giorno question. The New Lander will have to compete with its eastern neighbours
whose labour costs are as low as one-tenth of the pan-German level.
William Page
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Sources: Deutsches Institut für Wirtschaftsforschung (DIW), German Federal Statistical Office, U.S. Bureau of Labor Statistics,
and Sachverständigenrat zur Begutachtung der gesamtwirtschaftlichen Entwicklung.
a. Berlin is included with eastern Germany for GDP measures after 1990, but split into east and west for the unemployment
measures.
b. Measured at market prices (including subsidies and net interest) using the European System of National Accounts in 1995
prices (after 1990) and the German national income and product accounts (for 1990).
c. Defined as 100 minus the employed share of the working-age population.
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Source: European Bank for Reconstruction and Development, Transition Report, various issues.
a. Estimated.




-    = ( 	 P * D D D Q    -     
   =   8 P     Q              
     






















A %    $ A














   A           A 
  A  
            6 	  
          
    
     A  









 A6 "     
# 
 %























	A   K   8 
 
  


















                                                          
￿￿ 7KH￿ *HUPDQ￿ VROXWLRQ￿ ZDV￿ WKH￿ FRPSOHWH￿ FDUYH￿RXW￿ RI￿ HQWHUSULVHV￿ IURP￿ WKH￿ EDQNLQJ￿ V\VWHP￿ DQG￿ WKH
FHQWUDOLVDWLRQ￿RI￿HQWHUSULVHV￿UHVWUXFWXULQJ￿LQ￿WKH￿SULYDWLVDWLRQ￿DJHQF\￿￿$JKLRQ￿HW￿DO￿￿￿￿￿￿￿￿FRQWUDVWV￿WKLV






   













   
  
K















 A      
    
     
    %          6 ￿ ? A % =(	  
 =8
#  -
 A  
  
















  # 
































       I                 $   
              6   A      
            K  
 % 








           
          $  #    
                                     
 $ A               C   
  A A    A 
            
 
        
    - 





























































   % 
    ,
    
8

































A    














-   %          A             
  ,  
      
                    

















































    
          %  $ A 
        " 8  
        1 * D D * 2        1 * D D  2 #           










        
                    * D D * 2   A 
        ,  
         


























I  8 












# # *2   
 








                                                          
￿￿&DUOLQ￿￿￿￿￿￿￿￿DOVR￿VWUHVVHV￿WKDW￿WKH￿SROLF\￿RI￿PDQDJHPHQW￿EX\￿RXWV￿FRXOG￿KDYH￿KDG￿D￿EURDGHU￿EDVH













3 O   5 B O       ,  
         6 -   
      %    $ A       K       








































 %8  
  AC   







,WHP ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
6KDUH￿ RI￿ DOO￿ ILUPV￿ WKDW￿ DUH￿ PHPEHUV￿ RI￿ DQ
HPSOR\HUV•￿DVVRFLDWLRQ￿
￿￿ ￿￿ ￿￿ ￿￿
6KDUH￿RI￿DOO￿HPSOR\HHV￿HPSOR\HG￿E\￿ILUPV￿WKDW
DUH￿PHPEHUV￿RI￿DQ￿HPSOR\HUV•￿DVVRFLDWLRQ￿
￿￿ ￿￿ ￿￿ ￿￿
6KDUH￿RI￿ILUPV￿SD\LQJ￿EHORZ￿WKH￿XQLRQ￿ZDJH￿IRU
WKHLU￿LQGXVWU\￿DQG￿UHJLRQ￿
￿￿ ￿￿ ￿￿ ￿￿
6KDUH￿ RI￿ HPSOR\HHV￿ ZKR￿ DUH￿ SDLG￿ EHORZ￿ WKH
XQLRQ￿ZDJH￿IRU￿WKHLU￿LQGXVWU\￿DQG￿UHJLRQ￿
￿￿ ￿￿ ￿￿ ￿￿
Source: DIW, Wochenbericht, various issues.
a. East Berlin is included with eastern Germany and West Berlin with western Germany.
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1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Compensation Per Employer GDP / Employment Nominal Unit Labour Costs
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￿￿￿6HH￿2(&’￿￿￿￿￿￿D￿￿￿￿￿￿E￿￿￿)D\￿￿￿￿￿￿￿￿￿0DUWLQ￿￿￿￿￿￿￿￿DQG￿:XU]HO￿￿￿￿￿￿￿￿￿￿￿￿￿
￿￿￿$FFRUGLQJ￿WR￿D￿VXUYH\￿E\￿WKH￿*HUPDQ￿)HGHUDO￿/DERXU￿2IILFH￿￿￿￿￿￿￿￿RI￿FRPSDQLHV￿IURP￿HDVW￿DQG￿ZHVW￿
VRPH￿￿￿￿￿RI￿WKH￿ZHVWHUQ￿UHSOLHV￿DQG￿ ￿￿￿￿RI￿ WKH￿HDVWHUQ￿ RQHV￿ WKRXJKW￿ WKDW￿ WKH￿ ZDJH￿ VXEVLGLHV￿ WKH\*
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UHFHLYH￿RYHU￿FRPSHQVDWHG￿IRU￿WKH￿ORZHU￿SURGXFWLYLW\￿RI￿WKH￿VXSSRUWHG￿ZRUNHUV￿WKH\￿KDG￿KLUHG￿￿$OVR￿￿RI




























(DVW :HVW :HVW ￿￿￿
5￿’￿HPSOR\HHV￿DV￿￿￿RI￿DOO￿HPSOR\HG￿￿￿￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿
5￿’￿H[SHQGLWXUH￿DV￿￿￿RI￿WRWDO￿UHYHQXH￿￿￿￿￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿
3DWHQW￿UHJLVWUDWLRQV￿SHU￿￿￿￿￿￿￿￿￿LQKDELWDQWV￿￿￿￿￿￿￿￿￿￿ ￿￿ ￿￿￿ ￿￿
3ULYDWH￿5￿’￿H[SHQGLWXUH￿LQ￿’0￿SHU￿LQKDELWDQW￿￿￿￿￿￿￿￿￿￿ ￿￿￿ ￿￿￿ ￿￿
([SHQGLWXUH￿RI￿XQLYHUVLWLHV￿LQ￿’0￿SHU￿LQKDELWDQW￿￿￿￿￿￿￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿
$FDGHPLF￿ DQG￿ DUWLVWLF￿ HPSOR\HG￿ SHU￿ ￿￿￿￿￿￿￿￿ LQKDELWDQWV
￿DYHUDJH￿￿￿￿￿￿￿￿￿￿￿
￿￿￿ ￿￿￿ ￿￿
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￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
7D[￿$OORZDQFHV ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
’HSUHFLDWLRQ
$OORZDQFHV
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
,QYHVWPHQW
6XEVLGLHV
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
(53￿/RDQV ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
.I:￿/RDQV ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
’W$￿/RDQV ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
Note: 1998: first 6 months. Sources: ERP (European Reconstruction Program); KfW (Kreditanstalt für Wiederaufbau) DtA (Deutsche Ausgleichsbank)
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￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿ ￿￿￿￿ ￿￿￿￿
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
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$JULFXOWXUH￿DQG￿IRUHVWU\ ￿￿￿ ￿￿￿ ￿￿￿ ￿￿￿ ￿￿￿ ￿￿￿
,QGXVWU\￿￿H[FOXGLQJ￿FRQVWUXFWLRQ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
0DQXIDFWXULQJ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
&RQVWUXFWLRQ ￿￿￿￿ ￿￿￿ ￿￿￿￿ ￿￿￿ ￿￿￿￿ ￿￿￿
7UDGH￿￿HDWLQJ￿DQG￿GULQNLQJ
HVWDEOLVKPHQWV￿￿WUDQVSRUWDWLRQV
￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
%DQNLQJ￿￿ILQDQFLQJ￿￿OHDVLQJ￿DQG
EXVLQHVV￿VHUYLFHV
￿￿￿ ￿￿￿￿ ￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
3XEOLF￿DQG￿SULYDWH￿VHUYLFHV ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿ ￿￿￿￿
Source: Burda and Hunt’s (2001) own calculations based on data from AKVGRL (2001).
a. Numbers may not sum to 100 because of rounding.
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Figure 3.1: Core-Periphery Model ’Kappa as a Function of  ’
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